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Working-Capital Safeguards of Preferred Stocks
By Lloyd B. Raisty
Preferred stockholders are frequently endowed with special 
accounting protection. The desirability of such protection arises 
primarily because of the dependence of some of the preferred 
rights upon certain financial relationships. The following study 
of the 302 industrial preferred stocks, both active and inactive, 
listed on the New York Stock Exchange, was undertaken in order 
to present some of the safeguards with which such stocks are 
endowed. Such contractual provisions are of particular impor­
tance to the auditor who is called upon to interpret them.
Protective provisions.—Working-capital protection to preferred 
stockholders is ordinarily presented by one or more of the follow­
ing measures:
1. Those which prohibit dividends on junior issues under 
certain conditions,
2. Those which require the consent of the preferred share­
holders to pay dividends on junior issues under certain conditions,
3. Those which require the consent of the preferred to assume 
current obligations,
4. Those which require the consent of the preferred to dispose 
of assets or to merge or consolidate, and
5. Those which permit preferred stockholders to vote upon 
weakening of the current position.
It should be understood that these types of protection are 
employed primarily when the preferred stockholders are denied 
full management rights. They are essentially in the nature of 
veto powers. Where the preferred stockholders enjoy equal 
management rights with common there is not such marked need 
for measures of protection of this type. Such measures as are 
employed are thus usually given to safeguard the preferred 
shareholder’s interests in working capital where the right to vote 
is limited.
Prohibition of dividends on junior issues.—The prohibition of 
dividends on junior issues under certain conditions is the most 
common protection against unfavorable liquidation extended to 
preferred stocks. Since the preferred stockholders have no such 
protection unless it is given in their contracts, it naturally follows 
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that wide variations will be found in the employment of such 
safeguards. Of the issues examined in this study, the prohibition 
of dividends, generally speaking, rests upon three bases: (1) the 
existence of a certain amount of assets, (2) the existence of a 
certain amount of working capital, and (3) the existence of a 
certain amount of surplus. Each of these bases will be discussed 
in its various applications.
(1) Based on the existence of a certain amount of assets.—In 
making the payment of dividends on junior issues dependent upon 
the existence of a certain amount of assets, several methods are 
employed. Usually a definite ratio between the assets and the 
preferred stock is to be maintained. In some cases intangible 
assets, such as the value of copyrights, patents, trade-marks and 
goodwill, are excluded. Thus four issues (Armour & Company 
(Del.), M. A. Hanna, International Combustion Engineering, and 
Walgreen Company) prohibit the declaration or payment of 
dividends upon the common stock which will reduce the net 
tangible assets below 200 per cent. of the par value of the preferred 
stock.
The provision of the 7 per cent. cumulative guaranteed pre­
ferred stock of Armour & Company (Del.) is as follows:
“ No dividends shall be declared or paid upon the common stock of the com­
pany in any year . . . which will reduce the net tangible assets (as hereinafter 
defined) of the company below an amount equal to twice the par value of the 
preferred stock of the company at the time outstanding. Net tangible assets 
of the company shall be deemed to include all assets of the company exclusive 
of goodwill, less all its indebtedness and other liabilities. In determining the 
amount of such tangible assets there shall be taken into account, on the basis 
of a consolidated balance-sheet, the assets and liabilities of subsidiary corpora­
tions. Subsidiary corporations shall be deemed to include all corporations or 
associations of which the company owns all of the capital stock or shares (or all 
except directors’ qualifying shares) either directly or through ownership of all 
of the stock (or all except directors’ qualifying shares) of any other corporation 
or other corporations. Controlled corporations shall be deemed to include all 
corporations or associations of which the company owns more than a majority 
but less than all (or all except directors’ qualifying shares) of the capital stock. 
In the case of a controlled corporation in determining such net tangible assets 
on the basis of a consolidated balance-sheet, there shall be taken into account 
the proportion of the assets of such corporation that the proportion of the total 
outstanding stock of such corporation owned by the company bears to the total 
outstanding capital stock of such corporation.” Certificate of Incorporation.
American Chain specifies that net assets of not less than 150 
per cent. of the par value of the preferred must be maintained.
Instead of relating the payment of dividends to a certain ratio 
between the net tangible assets and the par value of the preferred 
stock, the 7 per cent. cumulative issue of the Brown Shoe Com­
pany prohibits the payment of any dividends on common which 
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will reduce the excess of net tangible assets over preferred stock 
below a flat amount of $1,000,000.
More often, however, the payment of dividends on common 
stock which reduces the net tangible assets below a certain rate 
per share of preferred is prohibited. Thus the Crown Cork & 
Seal Company is prohibited from paying any common dividends 
which would reduce the net tangible assets of the company below 
$30 for each share of its preferred stock outstanding. Goodyear 
Tire & Rubber stipulates that net tangible assets of $125 a share 
must be maintained. The preferred issues of Phillips-Jones and 
Pierce Oil Corporation forbid dividends on common that will 
reduce net assets to less than the par value of the preferred stock 
outstanding. In these provisions there is nothing that will 
prevent a stock dividend, because, obviously, in the declaration of 
a stock dividend there is no reduction of assets. The 6 1/2 per cent. 
cumulative preferred issue of the Hat Corporation of America 
takes care of this stipulation in providing that:
“No stock dividends on the class A common stock and/ or class B common 
stock shall be declared and paid which will reduce the then net assets of the 
corporation in excess of its capital below twenty-five per centum (25%) of the 
aggregate par value of the then outstanding preferred stock.” Certificate of 
Incorporation.
Such protection from the distribution of surplus to common 
stockholders in the form of additional stock is desirable. The 
employment of the distribution of surplus in this manner in one 
year may be followed by the failure to earn profits in the succeed­
ing year, thus endangering or perhaps absolutely preventing the 
payment of dividends on the preferred stock.
Another variation of this order is that which prohibits dividends 
on common in excess of a certain amount. One issue of this type 
was found, the 7 per cent. first preferred of Robert Reis & Com­
pany. In this case no dividend in excess of $4 a share can be paid 
on common; nor can the corporation purchase or retire any second 
preferred or common stock if such action would reduce assets over 
and above its indebtedness below 125 per cent. of the first pre­
ferred outstanding plus accumulated dividends. This prohibition 
is, of course, somewhat negative, in that presumably common 
stock dividends below $4 per share could be declared and paid, thus 
gradually reducing the equity of the preferred stockholders.
(2) Based on the existence of a certain amount of working 
capital.—A second method of determining when dividends are to 
be prohibited on junior issues is that of making such dividends 
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dependent upon the existence of a certain amount of working capi­
tal. Contracts giving this protection specify various bases on 
which to judge the amount of working capital to be preserved as 
protection to the preferred interests. One method is to prohibit 
dividends which will reduce the net current assets below a certain 
figure. In some cases this figure is given as so much in dollars 
per share. Thus, Crown Cork & Seal specifies $15 of net current 
assets to each share of preferred stock; Goodyear Tire & Rubber, 
$75; McLellan Stores and United Dyewood, $100. An example 
of this stipulation is that of Goodyear Tire & Rubber:
“No dividend shall be declared or paid upon or set apart for common stock 
. . . when consolidated net current assets . . . would be reduced to less than 
$75 . . . per share for first preferred stock at the time outstanding.”
Another method is to prohibit dividends that will reduce the net 
current assets below a stated amount in dollars. For example, 
Consolidated Film Industries prohibits dividends on common that 
will reduce net current assets below $2,400,000; Crown Willa­
mette Paper, below $7,500,000 (“So long as the sum of the par 
amount of outstanding first mortgage bonds of this corporation 
and an amount equal to one hundred dollars ($100) per share on 
the outstanding first preferred stock of this corporation exceeds 
thirty million ($30,000,000) dollars”); Foster Wheeler Corpora­
tion, below $1,000,000.
The contractual provision of the Consolidated Film Industries 
follows:
“ No dividend whether in cash, property, or stock shall be declared on the 
common stock nor shall the corporation purchase any of the preferred stock or 
common stock or make any distribution of assets directly or indirectly to 
holders of the common stock so long as any preferred stock is outstanding 
(unless all the preferred stock shall have been purchased or called for redemp­
tion and adequate provision made for the payment of the redemption price) if 
the corporation is in default in the payment of any fixed cumulative dividend on 
the preferred stock or if the net current assets of the corporation at book value 
are, or by such dividend on the common stock or purchase of stock or distribu­
tion of assets would be reduced to, an amount less than two million four hun­
dred thousand dollars ($2,400,000).”
Still another method followed is to relate net current assets to a 
certain percentage of the par value of the preferred stock. For 
the issues studied, this percentage ranges all the way from 60 to 
125. Thus, General Mills forbids any dividends on common that 
will reduce net current assets to less than 60 per cent. of preferred 
outstanding; and American Chain to less than 66 2/3 per cent. 
McCrory Stores specifies 75 per cent.; Brown Shoe Company, 80 
per cent.; Loose Wiles Biscuit Company, 90 per cent.; Sidney Blu­
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menthal and International Combustion Engineering, 100 per cent.; 
Willys-Overland and Fairbanks-Morse, 110 per cent.; and the 
two preferred issues of Fisk Rubber, 125 per cent. Though such 
percentages are established, there is nothing in that fact which will 
protect the preferred stockholders in these companies from the 
declaration and payment of stock dividends. Indeed, the pre­
ferred stock contracts of both Fairbanks-Morse and General Mills 
specifically exclude stock dividends.
The two issues of the Fisk Rubber Company carry the interest­
ing provision that:
“ Whenever any dividend shall be declared upon its common stock, the com­
pany shall, within thirty (30) days after such declaration and at least six (6) 
days before such dividend shall be payable, file with its stock transfer agents a 
statement in writing, certified by its president or vice-president and also by its 
treasurer or an assistant treasurer, setting forth the quick assets as above 
defined and liabilities of the company as of the last day of the month last 
preceding such declaration, and such statement shall be open to examination by 
any holder of preferred stock.” Certificate of Incorporation.
A further method used in relating dividends on common to 
working capital is to specify the maintenance of a certain ratio be­
tween current assets and current liabilities. The 6 1/2 per cent. 
preferred issue of the Consolidated Cigar Corporation carries 
such a provision which specifies a maintenance of current assets 
at one and one-half times current liabilities. Four issues 
(Edward G. Budd Manufacturing Company, City Ice & Fuel, 
Colgate-Palmolive-Peet, and Foster Wheeler Corporation) pro­
vide that no cash dividends can be paid on common stock unless 
the total current assets are at least double the current liabilities. 
In addition to its other provisions covering this matter, the Ameri­
can Chain’s preferred issue provides against the payment of any 
dividends on common that will reduce the current assets to less 
than two and one-half times the current liabilities. One preferred 
stock, the 6 per cent. issue of Hamilton Watch Company, goes 
still higher and requires current assets to be maintained at three 
times current liabilities.
(3) Based on the existence of a certain amount of surplus.—A 
third general method of preventing the dissipation of working 
capital through the payment of dividends on junior issues is to 
make such dividends dependent upon the existence of a certain 
amount of surplus. This contingency is a little stronger than 
the foregoing, inasmuch as it protects the preferred stockholders 
from stock dividends. The surplus maintained is related to the 
dividend requirements on the preferred stock so as to maintain 
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continued preferred dividends. The reservation of surplus in 
this manner is, of course, further recognition of the preferred 
status of the preference shares. Such reservation may be made 
as a certain amount of surplus in dollars or as an amount equal 
to dividend requirements on preferred for a stated number of 
years. Thus, ten of the preferred issues included in this study 
prohibit dividends on common that will reduce surplus below a 
stated amount in dollars, ranging from $400,000 to $5,000,000.
These issues and the stated amounts are as follows:
Bloomingdale Brothers $ 675,000
A. M. Byers................ 2,500,000
Collins & Aikman.... 1,500,000
Florsheim Shoe..........  1,000,000
Kelsey-Hayes.............  500,000
Loew’s, Inc. $5,000,000
McCrory Stores..........  800,000
Robert Reis. 1,000,000
Spear & Company. . . 400,000
United Piece Dye. . . . 1,500,000
Of these ten issues, the 6 1/2 per cent. cumulative preferred stock 
of Loew’s, Inc., provides that dividends on common stock may be 
paid only when after such payment the consolidated surplus of the 
company and its subsidiaries would be not less than $10,000,000, 
except that this surplus might be reduced to $5,000,000 through 
the payment of dividends in common stock.
A composite provision setting forth such reservation will read 
as follows:
The company, anything herein to the contrary notwithstanding, shall not 
declare and pay upon, or declare and set apart for, the common stock any 
dividend should the aggregate of the surplus and capital surplus of the com­
pany be less than $——— or be thereby reduced below said amount.
In such contracts it is usually further provided that surplus 
arising from an increase in value of any assets, unless realized 
upon a sale or other disposition, shall not be included and, further, 
that any surplus arising from the purchase or redemption of any 
stock of the corporation shall not be considered.
Akin to those issues which reserve a stated amount of surplus 
in dollars are those preferred stocks which prevent the payment of 
dividends on junior issues which will reduce surplus below an 
amount required for preferred dividends for a stated number of 
years. Typical of such contracts is that of the 7 per cent. 
cumulative preferred of Artloom Corporation:
“ In no event, so long as any preferred stock shall be outstanding, shall any 
dividends whatsoever be paid or declared nor any distribution made on the 
common stock, nor shall any common stock be purchased, redeemed or other­
wise acquired by the corporation, nor shall any distribution of capital be made 
to the holders of the common stock, unless and until . . . the surplus and net 
profits of the corporation available for dividends on the preferred stock is in 
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excess of an amount equal to full dividends for a period of two years on the 
largest amount of preferred stock which shall ever have been issued and out­
standing, and the payment of such dividend on the common stock or such 
action will not reduce the surplus and net profits of the corporation below such 
amount.”
Thus, five issues were found requiring the maintenance of sur­
plus equal to at least one year’s dividend requirement on the 
preferred. Of these stocks, the two issues of Cushman’s Sons 
and the issue of H. R. Mallinson Company require the reservation 
of not only one year’s requirement on the dividend but the sinking 
fund requirement as well. The other two issues, Foster Wheeler 
Corporation and Hamilton Watch Company, in addition to their 
other working capital protection, specify that no dividends can 
be paid on their common stocks which will reduce earned surplus 
below the amount required to pay one year’s dividends.
Those issues specifying maintenance of a surplus equal to at 
least two full years’ dividend requirement on preferred are seven 
in number: Artloom; Consolidated Oil; Duplan Silk; Gimbel 
Bros.; National Department Stores; Real Silk Hosiery; Walgreen 
Company.
One issue, Fashion Park Associates’ 7 per cent. preferred, 
provides for the maintenance of a surplus equal to at least two 
and three-fourths times its annual dividend requirement; and a 
surplus equal to at least three years’ preferred dividend require­
ment is specified by three preferred stocks—Archer-Daniels- 
Midland, Colgate-Palmolive-Peet, and Franklin Simon.
To the same effect are those stocks which require the setting 
up of a reserve for preferred stock dividends. Thus, the $6 
cumulative convertible preferred of the Snider Packing Corpora­
tion (eliminated in 1932) required a reserve equal to at least four 
full quarter-yearly dividends upon the preferred stock before 
dividends could be paid on the common stock. Likewise, the 
Studebaker preferred stock carries the provision that, before 
any dividends can be paid on the common stock, a special surplus 
account of at least $1,000,000 must be set up for preferred divi­
dend requirements and, further, that in no event can any dividend 
on common in excess of 6 per cent. be paid unless this dividend 
reserve amounts to at least $2,500,000.
A variation of the preferred stock contracts requiring the main­
tenance of a certain surplus before dividends may be paid on 
common is offered by the Firestone Tire & Rubber Company’s 
6 per cent. cumulative, series A. In this issue dividends on 
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junior stocks are prohibited when they will reduce the sum of 
the earned surplus and the paid-in surplus of the company plus 
the paid-in capital represented by all such junior stocks to an 
amount less than two-thirds of the aggregate par value of all the 
preferred stock. In this instance, of course, stock dividends on 
junior issues are not prohibited.
Consent of preferred stockholders to pay dividends.—In order to 
give the preferred stockholders some control over the maintenance 
of adequate working capital, some corporations, while not pro­
hibiting dividends on junior issues, require the consent of the 
preferred stockholders under certain conditions before such 
dividends may be paid. It may be assumed, however, that this 
procedure is relatively rare, since only three issues out of the 302 
examined provide for such consent. One of these refers to the 
assumption of obligations of other corporations or of subsidiaries. 
Thus, it is usually provided that, without consent of a certain 
percentage of the preferred stockholders, the corporation may not 
guarantee the dividends, sinking fund or retirement of principal 
or of interest on obligations of any other corporation other than 
obligations of subsidiaries incurred in the usual course of business. 
Typical of such reservation of power to the preferred stockholders 
is the provision of the 7 per cent. cumulative preferred of Abra­
ham & Straus:
“ The consent of the holders of at least two-thirds in interest of the preferred 
stock then outstanding, given in person or by proxy, either in writing at a meet­
ing called for that purpose, at which the preferred stock shall vote separately as 
a class, shall be necessary for effecting or validating, the giving of a guarantee 
or other obligations of this corporation for the payment of the interest on or 
any portion of the principal of the obligations of any other corporation (except 
of subsidiary corporations incurred in ordinary mercantile transaction in the 
usual course of their business), or for the payment of the dividends on or the 
retirement or sinking fund of the preferred or other stock of any other corpora­
tion.” Certificate of incorporation. (This provision was noted in the preferred 
stocks of the following companies: Archer-Daniels-Midland; Barker Brothers; 
Collins & Aikman; Devoe & Raynolds; Fashion Park Associates; Minneapolis- 
Moline Power Implement; Walgreen Company.)
It will be noted that a provision of this nature gives slight 
protection against an unwarranted increase of current liabilities. 
It is true that measures of control over working capital discussed 
above (namely, prohibition of dividends and the consent of pre­
ferred necessary to pay dividends) tend to prevent the dissipation 
of working capital through the payment of dividends on junior 
issues. Nevertheless, such measures of control are purely nega­
tive, inasmuch as, if no other dividends are paid, there is nothing 
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which will prevent a great increase of current obligations. As a 
matter of fact, most of the issues examined expressly stipulate 
that the consent of the preferred shareholders shall not be neces­
sary to validate the pledging of liquid assets. Thus, while the 
contract may stipulate that the consent of the preferred share­
holders shall be necessary to create a mortgage, lien, charge or 
incumbrance of any kind upon any part of the real or personal 
property of the corporation, it is commonly provided that:
“ This restriction shall not apply to nor shall it operate to prevent . . . the 
pledging by the corporation or any subsidiary corporation, as security for loans 
made to the corporation or to any subsidiary corporation in the regular and 
current conduct of the business, of notes, accounts receivable, merchandise, 
stocks, bonds, or other securities, or other liquid assets, owned by the pledgor, 
other than the obligations, securities or stocks of a subsidiary corporation.” 
(Excerpt from Artloom Corporation 7 per cent. cumulative preferred stock 
contract.)
Nevertheless, the assumption by a corporation of interest 
payments or of sinking-fund retirement obligations appertaining 
to another corporation or a subsidiary might have a drastic 
effect upon the maintenance of the corporation’s working capital. 
Therefore, veto powers over such action may be regarded as 
desirable from the viewpoint of the preferred stockholder.
Consent of preferred necessary to dispose of assets or consolidate 
with other companies.—Many preferred stock contracts expressly 
stipulate that the consent of the preferred stockholders is neces­
sary to validate the sale or other disposition of assets or to vali­
date the merger or consolidation of the corporation with other 
companies. While such requirements do not relate strictly to 
the maintenance of working capital, the inclusion of such con­
tingent powers in this section is warranted inasmuch as the work­
ing capital would be vitally affected by such corporate actions. 
Though the percentage of preferred stock necessary to approve 
such action varies, the corporate action concerning which approval 
of the preferred is necessary is generally stipulated in such phrase­
ology as the following:
Without the affirmative vote or the written consent of the holders of a ma­
jority in number of the outstanding shares of preferred stock, the corporation 
shall not, so long as any of the preferred stock remains outstanding, sell, ex­
change, transfer, convey or lease all or substantially all of the assets or business 
of the corporation with any other corporation.
It should be obvious that the preferred stockholders have a vital 
interest in any one of these corporate actions. Valuable earning 
assets might thus be disposed of, which would reduce materially 
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the working capital of the company. A merger or consolidation 
with another company might be consummated, the net result 
of which would be a drastic reduction in the amount of working 
capital.
The procedure varies in the application of such protection. 
In some cases a certain proportion of the preferred stock must 
give its approval to such corporate actions; in other cases a certain 
proportion of the preferred stockholders must register disap­
proval. Thus the Symington Company class A stock and Peoples 
Drug Stores preferred require the approval of 60 per cent. of the 
preferred stockholders to dispose of the assets or consolidate with 
any other corporation. The most common provision, however, is 
that requiring the consent of at least 66% per cent. of the out­
standing preferred stock to validate such actions. Of the issues 
examined in this study thirty-five require such percentage. Ten 
issues require the approval of 75 per cent. of the preferred out­
standing, while eight specify a majority.
Of a more negative character, and clearly not so effective in its 
protective aspects, is the provision that written disapproval of at 
least one-third of the preferred stock may invalidate or avoid 
mergers, consolidations, or other disposal of the assets of the 
corporation. Of the issues examined, only six specify such 
procedure. It might be objected that such veto powers would 
be of scant value, considering the wide distribution of stock own­
ership and the general disinterestedness of corporate stockholders. 
However, it should be noted that where disapproval of a certain 
proportion of the preferred stock may prevent certain corporate 
actions, notice of such actions is given to the preferred stock­
holders. Thus, the Certain-Teed Products Corporation has 
written into its contract with its preferred stockholders that, if 
any such actions are contemplated, written notice. . . .
“. . . shall be mailed to each holder of record of preferred stock at the close of 
business five days before the date of such mailing, at his address as registered 
on the books of the corporation.” Certificate of Incorporation.
Where positive consent of the preferred stock is required, rather 
than the written disapproval of the preferred stock, the preferred 
stockholders for obvious reasons are assured of greater protection.
Management rights upon weakening of the current position.—A 
greater protection to the preferred stockholders (against weaken­
ing of the current position) than any of the foregoing measures 
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is the provision which extends management rights to the pre­
ferred stockholders when adequate maintenance of working cap­
ital is threatened. There are several methods of extending such 
management rights, and they differ in many ways, especially in 
regard to the amount of working capital that must be main­
tained. As far as the management rights are concerned, preferred 
stock under certain conditions may be given exclusive control over 
the election of directors, or it may be given power to elect a 
majority of directors, or it simply may obtain equal voting power 
per share with common stock. These methods may be examined 
in this order.
Rarely are the preferred stockholders given exclusive power for 
the election of directors upon the weakening of the current posi­
tion of the corporation. Of the preferred stocks examined in this 
study, only the first preferred issue of Bayuk Cigars, Inc., carries 
this power. In the contract of this issue it is provided that, 
whenever the value of net quick assets of the corporation amounts 
to less than 125 per cent. of the par amount of the first preferred 
outstanding, the entire voting power for election of the directors 
of the corporation becomes vested exclusively in the holders of 
such stock.
Protection of the preferred stockholders’ interest in working 
capital that goes so far as to permit preferred to elect a majority 
of the directors is, likewise, rare. Only three issues were found 
where such protection was given—viz., Colgate-Palmolive-Peet, 
Devoe & Raynolds, and A. G. Spalding & Brothers. In each of 
these issues the conditions under which preferred stockholders 
obtain such voting power vary widely. Thus the Colgate- 
Palmolive-Peet preferred issue elects a majority of the directors 
only when the net current assets amount to less than the par value 
of the outstanding preferred stock for a continuous period of 
twelve months.
The provision of this stock may be quoted in full in illustra­
tion of the manner and method followed when the preferred stock 
obtains such voting power.
“There shall be at all times maintained, on the basis of a consolidated 
balance-sheet, net current assets as above defined in an amount not less than 
the amount of preferred stock at the time outstanding ... in the event that 
the net current assets as aforesaid for a continuous period of twelve (12) months 
shall be less than the amount as hereinbefore provided, then, at the request of 
any stockholder or stockholders owning not less than five per centum (5 per 
cent.) of the preferred stock then outstanding, a special meeting of the holders 
of common stock and of the preferred stockholders of the corporation shall be 
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called by the president, vice-president or secretary, which meeting shall be con­
vened on ten (10) days’ notice by mailing a copy of such notice to each holder 
of record of stock, common or preferred, at the time such notice is mailed to 
his address as the same then appears upon the books and records of the corpora­
tion, and such meeting shall be so called for a time no later than twenty 
(20) days after such request; or in default for five (5) days, after the making of 
such request, of the calling of said meeting, then such meeting may be called 
by any preferred stockholder. Such meeting shall be held at the place last 
appointed by the corporation as the place for the holding of its stockholders' 
meetings, and in default of any prior appointment of such place, at the prin­
cipal office of the corporation in the state of Delaware. At such meeting, if 
the corporation be still in default under the aforesaid terms and provisions 
hereof, the then members of the board of directors shall be removed and a new 
board of directors shall be elected, of which board the majority of the members 
(meaning a minimum majority) shall be elected by the exclusive vote of the 
holders of preferred stock, each share having one vote, and the other members 
by the exclusive vote of the holders of common stock, each share having one 
vote; and thereafter, so long as any such default continues, the holders of pre­
ferred stock shall have the right to vote such stock at any stockholders’ meeting 
of the corporation in like manner and with the same effect in respect to election 
of directors.” Certificate of Incorporation.
It would appear that, while the preferred stock of this company 
might proceed to elect a majority of the directors who would 
tend to operate the company in the interest of the preferred stock­
holders, nevertheless, the long period of twelve months inter­
vening before such power would be obtained might be sufficient 
to witness the wrecking of the current position of the enterprise.
The provision of Devoe & Raynolds in this matter offers greater 
protection. In this instance, whenever net current assets are not 
maintained at 150 per cent. and net tangible assets at 125 per 
cent. of the outstanding first preferred stock, or current assets 
are not maintained at two and one-half times the current lia­
bilities, the first preferred is entitled to elect a majority of direc­
tors. Similar to this provision in its protective aspects is the 
first preferred of A. G. Spalding & Brothers, whose contract 
specifies that the holders have a right to elect a majority of the 
directors whenever the net quick assets fall below $125 per share 
of the first preferred stock outstanding and whenever net tangi­
ble assets fall below $225 a share. In both of these contracts 
preferred stockholders thus are given prompt powers to bring 
about changes in the management which will insure the preserva­
tion of their interest in the working capital. The margins of 
safety back of each issue may, likewise, be regarded as ample.
More frequently the acquisition of management rights on the 
part of the preferred stockholders upon weakening of the current 
position takes the form of equal voting rights per share with 
common. Only eight preferred stocks of the 302 examined pro­
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vide for such acquisition of voting rights. The conditions upon 
which this voting power is based differ widely. In some cases 
voting power rests upon the existence of a certain amount of net 
assets; in others the existence of a certain amount of net current 
assets; while in one issue the voting power depends upon the 
maintenance of earnings.
A number of issues stipulate the maintenance of a net-asset 
relationship to the preferred. Thus McLellan Stores, series A, 
issue is entitled to one vote for each share upon failure of the 
corporation to maintain its net tangible assets at an amount equal 
to at least 150 per cent. of the preferred stock outstanding. The 
Edward G. Budd Manufacturing Company’s preferred carries a 
similar provision, which stipulates that such depletion can con­
tinue for a period of sixty days before voting power is obtained by 
the preferred. The Century Ribbon Mills 7 per cent. issue, 
likewise, votes share for share with common upon ninety days’ 
failure to maintain net tangible assets at not less than 200 per 
cent. of preferred outstanding. Another preferred stock, 
Webster Eisenlohr, Inc., specifies that the preferred stock shall be 
entitled to vote when net assets of the corporation, other than 
goodwill and trade-marks, as determined by a certified public 
accountant, become less than the par amount of the preferred 
stock outstanding.
Still another issue stipulates the maintenance of a current­
asset relationship to the preferred stock. Thus, the $25 par value 
preferred stock of the Diamond Match Company votes share for 
share with the holders of common stock whenever net quick 
assets fall below $20 for each share of preferred. The first 
preferred and the first convertible preferred stocks of the Fisk 
Rubber Company, likewise, obtain such voting power whenever 
net current assets fall below 125 per cent. of the total par amount 
of the two issues.
The sole issue which confers upon preferred equal voting rights 
with common when earnings fall below a stated amount is that of 
E. I. DuPont de Nemours & Company. This unusual provision 
may be quoted in full:
“ In the event that the earnings of the corporation during any calendar year 
shall amount to less than nine per cent. (9 per cent.) of the debenture stock of 
both classes issued and outstanding during said year, the holders of the non­
voting debenture stock shall have an equal right to vote on all questions with 
the holders of the voting debenture stock and of the common stock, which right 
to vote shall continue until such time as the net earnings during some future 
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calendar year shall equal nine per cent. (9 per cent.) of the debenture stock of 
both classes issued and outstanding in such year.” Certificate of Incorporation.
In view of the foregoing methods of protection extended to pre­
ferred stocks, it becomes a matter of extreme importance for the 
auditor to scan closely such provisions. The relationship existing 
among the various classes of stock will be materially affected by 
the auditor’s interpretation of such covenants.
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